bound investment. 16 Finally, there is the lost revenue through concealment of assets. All these derive from the primary problem, from a tax perspective, that FIRPTA is an elective tax creating investment distortions for foreign investors. 17 This is contrary to the goal of the tax code------creation of a frictionless investment environment. 18 This elective taxation through counsel creates deadweight loss and decreases efficiency. 19 For example, if ''a taxpayer faces two investment opportunities, one of which, Opportunity A, has an expected value of $X and the other of which, Opportunity B, has an expected value of $.9X, . . . the taxpayer would choose Opportunity A. '' 20 Taxes often distort the choice, and after taxes, make Opportunity B the choice. ''In the example, $0.9X rather than $X of total social wealth is created, simply because the ultimate value to the taxpayer is greater if the non-wealth-maximizing choice is made. '' 21 Thus, there is considerable social waste in a system that has the arbitrary taxation of FIRPTA. FIRPTA creates an inefficient marketplace for foreign investors in U.S. real property. 22 If the primary goal is to encourage foreign investment, this inefficiency should be eliminated. 23 If there is an important tax rationale (e.g., protecting the tax gap) to keep FIRPTA, however, then there needs to be modification of the existing rules.
To prevent elective avoidance of FIRPTA, Congress should require information reporting from financial institutions or other entities that 23. This is the position advocated in various reports issued by special interest groups. See generally BAILY & SLAUGHTER, supra note 5 (advocating for FIRPTA reform to benefit the commercial real estate market); ROSEN ET AL., supra note 5 (''[T]he sizable economic benefits of reforming FIRPTA would exceed the small fiscal costs it would entail.''). UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 process real property sales. Moreover, to assert its full jurisdiction over U.S. real property, FIRPTA should tax not only direct, but also, indirect sales of real property. The resulting position will allow the United States to capture the current leakage and level the playing field for domestic and foreign investors. 24 To support this thesis, Part II of this Article will examine the historical basis of FIRPTA. The legislative history demonstrates two main rationales for the enactment of FIRPTA in 1980. First, there was the xenophobic view of the world in 1980. 25 There was real concern at the time, although not supported by the actual data, about foreign ownership of U.S. real property. 26 Second, there was the appearance of an unfair tax treatment of foreign investors. 27 The primary concerns expressed in the debates leading up to the 1980 legislation were that (1) the exemption from capital gain taxation encouraged foreign investors to bid up the price of farmland, and (2) there should be tax equity between U.S. and foreign investors. 28 Readers who already have an in-depth understanding of the tax provisions of FIRPTA and the structuring associated therewith may wish to start reading with Part IV.
Part III of this Article will examine the ease with which FIRPTA can be avoided through various legal structures. Given the apparent social waste associated with FIRPTA, is it necessary to retain the tax? In order to advocate for the elimination of FIRPTA, the question of whether FIRPTA is a desirable inefficiency must be addressed.
Thus with the apparent xenophobic focus of the 1980 legislation and the avoidance through structuring, Part IV of this Article will then examine if there are other rationales for the retention or rejection of FIRPTA. This Part will discuss the justifications of a sovereign for retaining the right to tax its real property, including the larger discussion of the source rules applied in international tax literature. Finally, this Part will examine the underlying rationales for taxing the ownership corporate shares that should apply to real estate. These results are especially true in sovereign land ownership regimes where the sovereign does not own all lands. 29 Part V will then conclude that there are desirable frictions and that FIRPTA should be modified to become effective. This Part will show that FIRPTA-type frictions are being expanded and not contracted. For example, Congress adopted a FIRPTA type withholding system in the 24 recent Foreign Account Tax Compliance Act (''FATCA''). 30 Rather than attempt to successfully identify all the impermissible foreign bank accounts, Congress relied on third party collection agents------the banks------to identify and collect the taxation due. 31 This Article concludes that source countries should be permitted to tax the underlying real property. Then to build upon this conclusion, new legislation will need to be enacted that will capture the leakage under the current FIRPTA rules. This Part will provide a new framework by suggesting that all buyers of U.S. real property would need to receive a W-9 or appropriate W-8 from the seller or withhold the appropriate tax due.
II. LEGISLATIVE HISTORY OF FIRPTA
FIRPTA is a surprisingly easy statute to explain. ''FIRPTA generally taxes a foreign person's gain from the direct or indirect disposition of U.S. real property interests (''USRPIs'') as income effectively connected with a U.S. trade or business, 32 thereby exposing foreign persons to tax at the rates applicable to U.S. persons.'' 33 The sale of a USRPI is treated as effectively connected income subject to U.S. tax. 34 It generally is recognized that a variety of property ownership interests, such as working interests in oil and gas properties in the United States, are also USRPIs. 35 FIRPTA captures not only direct ownership, but also ownership in a partnership owning such interests. 36 Such ownership constitutes the ownership of a USRPI as well as the conduct of a U.S. trade or business. 37 In contrast, royalties generally are considered ''passive'' income subject to the 30% (or lower treaty rate) tax. 38 FIRPTA originated at a time when there was a clear sentiment against foreign ownership of U.S. real property. 39 There was an interesting narrative leading up to the enactment of FIRPTA. During the early 1970s, an increasingly hostile public discourse began ultimately leading to proposed legislation and a Treasury Report on the consequences to the 39. Fleischer, supra note 11, at 491---92; Kaplan, supra note 11, at 1092---95; Knoll, supra note 13, at 713---14. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 fisc of foreign ownership of real property. 40 The final result of this groundswell was the enactment of the FIRPTA legislation in 1980. 41 FIRPTA was intended to resolve the structuring machinations that were utilized by foreign investors to avoid taxation on the sale. 42 
A. Pre-FIRPTA Income Tax Provisions
Prior to the 1960s, U.S. source investment capital gains of nonresident aliens (''NRAs'') were not taxed. 43 The most common rationale was that the location of assets was hard to determine. 44 Real estate and certain tangible property were the exception. 45 In the late 1960s, section 871 of the Code was enacted; it taxed foreign persons engaged in a trade or business within the United States on their net income effectively connected with their U.S. trade or business.
46
The section 871 requirement, in application, has four distinct elements. Each element must be present for the imposition of taxation by the United States: (1) U.S. source income; (2) that is ''effectively connected''; (3) to a ''trade or business''; and (4) that is carried on in the United States.
47
For section 871 to apply in the pre-FIRPTA rule frame, each of the four elements would need to be present for a foreign real estate investor. 48 In the case of a foreign real estate investor, the first requirement is clearly met. Rental or lease income from domestic real estate, developed or otherwise, is considered U.S. source income under the statutory sourcing rules. 49 Similarly, gains from the disposition of real property interest located inside the United States are also U.S. source income. 50 Generally, the fourth requirement is satisfied. If the investor's real estate activities constitute a ''trade or business,'' it will be considered car- Whether ownership of rental real estate constituted a U.S. trade or business depended on the facts and circumstances, including the size of the investment, the number and terms of the leases, and the nature of the property. 52 Net leasing one property would likely not have been treated as engaging in a trade or business. 53 The greater the number of tenants, the shorter the lease terms; the greater the share of the costs incurred by the lessor, the more likely the lessor would have been deemed engaged in a U.S. trade or business.
54
A foreign investor whose ownership of real property did not raise to the level of a U.S. trade or business (or if there was uncertainty) could elect to treat all income or gain from real property held for the production of income as income effectively connected with a U.S. trade or business. 55 Once made, this election remained in effect for all subsequent years and could only be revoked with the consent of the Service.
56
Although the taxpayer election could clarify the rules, section 871 was an opt-in requirement. 57 Many taxpayers, however, did not opt-in because there were ownership structuring mechanisms that allowed the avoidance of U.S. taxation on liquidation of the real estate.
58 For example, gain on liquidation of a corporation, as well as gain on the sale of a corporation's assets followed by a liquidation of the corporation were, with specific exceptions, tax-free. 59 A properly structured ownership enti- 200, 205 (1935) . Similarly, corporate buyers could purchase stock and generally obtain a step-up in asset basis under former section 334(b)(2). I.R.C. § § 336---337, as in effect prior to the Tax Reform Act of 1986, Pub. L. No. 99-514 (''1986 TRA''). Treaties with ''tax haven'' jurisdictions, such as the Netherlands Antilles and the British Virgin Islands, had not been terminated. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 ty would allow the taxpayer to avoid taxation instead of electing into taxation.
60

B. Government Reaction
As early as 1970, the New York Times reported that ''[f]oreign investors of moderate means are increasing their holdings in real estate in the United States through purchase of shares in so-called 'offshore' funds.''' 61 The fear of foreign ownership of U.S. lands had reached a peak by 1978. It was reported that ''the rush among Europeans to buy farm land in the Midwest has pushed per-acre prices to record levels in a number of states.'' 62 By the late 1970s, seven states had enacted laws barring nonresident aliens from owning land, and thirteen other states had imposed some limits.
63
Not only was there fervor about foreign ownership, but also about the aforementioned disparate tax treatment of similar investors. Thus, during the Revenue Act of 1978, a proposal was included to tax capital gain on the sale of agricultural land. 64 The primary concerns expressed in the Senate debate were that (1) the exemption from capital gain taxation encouraged foreign investors to bid up the price of U.S. farmland, and (2) there should be tax equity between U.S. and foreign investors. 65 Since this was the first time a measure like this was proposed, and the issue was not yet ripe in the political process, the provision was withdrawn and sent to Treasury to issue a report on ''the appropriate tax treatment to be giv-en to income derived from, or gain realized on, the sale of interests in United States property held by nonresident aliens or foreign corporations. '' 66 Treasury issued its report in 1979. 67 The Report first clarified that the narrative of foreign ownership tipping to critical mass was incorrect.
68
The limited data available at the time showed relatively little foreign investment in U.S. real property generally and only slightly more proportionately in U.S. agricultural land. 69 For example, foreign persons owned only 0.3% of agricultural land in the counties surveyed. 70 In 1977 and the first half of 1978, foreigners purchased land constituting 2% of the total acreage sold and perhaps 4% of the total value sold.
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The Report highlighted the main structuring mechanisms that foreign investors could use which had tax benefits not available to U.S. investors. Those 73. If U.S. real property is exchanged for foreign real property of like-kind, such an exchange would have been tax-free and gain from the sale of the foreign property would not have been subject to tax.
74. The sale of property by a company holding real property coupled by a complete liquidation of the company within one year. Under pre-General Utilities repeal I.R.C. § 337, the sale would have been generally tax-free and gain on the liquidation would not have been subject to tax.
75. A sale of shares of a company holding real property followed by the purchaser liquidating the holding company. The sale of shares would not be subject to U.S. tax. The liquidation would have been tax-free at the corporate level, except for recapture items, and the purchaser would have realized no gain (having obtained a stock basis equal to fair market value on the purchase of the stock).
76. An investment in U.S. real property through a foreign corporation located in a jurisdiction which had a treaty with the United States permitting an annual election to treat rental real estate income as subject to tax on a net basis. A foreign corporation in such a jurisdiction would have made the election for years during which it owned the real estate, but would not have so elected for the year in which it sold the real property. TREASURY REPORT, supra note 26, at 46. See, e.g., Convention Between the United States of America and the Netherlands Antilles with Respect to Taxes on Income (the ''NA Treaty''), Article X, partially terminated as of January 1, 1988, with the interest article terminated except for debt owing to a financing subsidiary that was issued on or before October 15, 1984, effective December 30, 1996. The same treaties often had a provision preventing the United States from imposing its secondary withholding tax on dividends or interest paid by the foreign corporation that were attributable to income from its U. The Report was very critical of the structuring mechanisms used by foreign investors. 78 The Report, however, was cautious in the manner to remedy the perceived structuring problems. 79 It noted, for example, that taxing capital gain on the sale of shares in a corporation owning U.S. real estate would be a departure from prevailing international norms and would be difficult to enforce. 80 For example, in the case of a ''like-kind'' exchange, it may be easier to impose a tax when U.S. property is exchanged for foreign property than when the foreign property is subsequently sold.
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After the structuring discussion, the Report concluded that by avoiding tax on the sale of U.S. real property, a foreign investor probably bore a lighter U.S. tax burden than domestic investors. 82 The Report continued to state that the investor might bear a heavier burden if such gain were subject to tax. 83 Most important for the development of the 1980 legislation, the Report also noted that taxing gain on the sale of all U.S. real estate (whether or not effectively connected with a U.S. trade or business) would generally be consistent with international tax practice.
84
After the 1979 Report, Treasury set forth the framework for the 1980 drafting of the FIRPTA legislation. 85 There was a clearly identifiable distortion between foreign and domestic investors regarding domestic real estate. 86 The extent of the impact on the fisc was yet to be determined. Clearly, however, there was public pressure and a public narrative that this was a problem that needed to be addressed. Thus, the key to the new legislation was a new definitional term for ''United States real property interest.'' Rather than have the term limited to a fee simple property ownership, the definition was more expansive, including leasehold interests among others. 92 At the time, such leaseholds were not considered a typical real estate investment. 93 The 1979 Treasury Report, however, did not address ''real estate acquired for use in a nonreal-estate business (e.g. a manufacturing plant);'' it was ''concerned only with real estate which was leased or held for investment. '' 94 Congress did not stop there. It addressed the structuring problems created through the use of corporations. FIRPTA defined ''real property interest'' to include ''any interest (other than an interest solely as a creditor) in any domestic corporation.'' 95 Thus, stock in a domestic corporation, or a loan to a company in which the investor also holds stock, is a ''real property interest. '' 96 Although this rule would seem straightforward, it should surprise no one that in a tax context, there are often murky lines, even in determining when an interest represents ownership of a corporation. For example, sometimes nominally titled debt is in effect equity. 97 98 In the 1980 legislation, however, there were no regulations, and the domestic regulations expressly disclaimed applicability to foreign uses. 99 As it turns out, the rule to include corporations was subject to two major exceptions. The first exception covers stock that is ''regularly traded on an established securities market,'' unless the investor holds more than 5% of that company's stock. 100 The purpose of this exception was to prevent the application of FIRPTA to shareholders in publicly traded companies. 101 For example, although energy and gas companies own a lot of U.S. real estate, those shareholders would not be subject to FIRPTA.
102
The second exception applies to stock of a corporation that was not a ''United States real property holding corporation'' during the period in which the foreign investor held its stock. 103 This exception applies if a corporation holds less than 50% of its real estate interests (both domestic and foreign) for use in a trade or business. 104 At the time of enactment, the concept was that a tiered structuring would not be possible because of the look-through rules in the statute. 105 If, for example, a corporation owns a ''controlling interest'' in a subsidiary corporation, the assets of that subsidiary are imputed pro rata to the parent in determining the parent's status as a ''United States real property holding corporation. '' 106 Congress understood the nature of unintended consequences; therefore, the statute stated that the Treasury should issue regulations ''to prevent the avoidance of Federal income taxes.'' 107 The Committee Report mandates that gain be recognized whenever property ''would not be subject to tax on a later disposition of the property by the recipient.''
108
The intent was for the Treasury to facilitate normal business transactions, but only when the ultimate taxability of gain is not in jeopardy.
109
D. Recent Proposed Legislation
FIRPTA has not been stagnant in application. But rather than a restrictive interpretation as was envisioned during the late 1970s and 1980 legislation, there has been a recent push to expand the exceptions origi- nally built in. 110 The xenophobic narrative in the 1970s has been replaced. With the global economic meltdown of the last ten years, there is now a push for more foreign investment in the United States. 111 The recent legislation proposed starting in 2010 demonstrates the movement away from the original intent of the statute.
112 Special interest groups have pushed for this legislation in order to encourage capital infusions into the United States by foreign investors.
113
The legislation would amend FIRPTA by removing some of the artificial tax barriers to foreign investment in U.S. real estate. 114 The proposers of the bill claimed that such changes are important to eliminate the current tax bias in favor of debt financing and to assist U.S. real property owners in accessing equity capital from around the world at this time of great distress in the debt and broader financial markets.
115
The bill would modify FIRPTA in a number of ways that could impact the taxation of foreign investors that own interests in domestic real estate investment trusts (''REITs''). 116 Several of the modifications relate to the percentage of stock that a foreign owner may hold in a publicly traded REIT before becoming subject to FIRPTA. 117 The main provision was to increase the ownership threshold from 5% to 10%.
118
Despite the repeated support by Congress to try to pass the bills, they both failed. 119 What rationales would cause seemingly benign legislation to fail? The proposed legislation did not eliminate FIRPTA, but rather, slightly expanded the scope of the exemption. 120 There are three main theories on why the proposed legislation has failed. The first two are monetary. The first is the amount of economic loss preventing foreign investment as a result of FIRPTA. 121 The second is the corollary that would be quantifying the amount of the loss of tax revenue from the 118. This means that with respect to foreign persons owning not more than 10% of a publicly traded REIT: (i) a sale of REIT stock by the foreign owner would not be subject to FIRPTA (regardless of whether the REIT is domestically controlled), and (ii) capital gain distributions to the foreign owner that are attributable to gains from the disposition of USRPIs held by the REIT would not be treated as effectively connected income under FIRPTA, but instead would be treated as ordinary dividends (subject to US withholding at a 30% rate, or lesser treaty rate).
119 There have been numerous attempts by special interest groups to quantify the magnitude of the first order problem of FIRPTA. The Real Estate Roundtable conducted two studies, one in 2009 and another in 2011, to try to resolve the question. 124 The reports, however, are unable to quantify exactly how much foreign investment FIRPTA is inhibiting. ''It is difficult to quantify exactly how much foreign capital into U.S. commercial real estate is deterred by FIRPTA.'' 125 The reports instead rely on anecdotal evidence that FIRPTA inhibits the flow of foreign capital into the U.S. real estate market because ''FIRPTA discourages international investors from placing capital in U.S. real estate by levying additional taxes on equity investment that do not apply to other asset classes.'' 126 The fallacy of these assumptions is that foreign investors are impacted by FIRPTA. FIRPTA is elective for foreign investors because of the structuring mechanisms. Thus, for sophisticated foreign investors that would be able to provide the capital------over $1 trillion------needed to support the market, FIRPTA is optional for them already. 127 Therefore, not only can the amount FIRPTA is inhibiting not be proven, it is unlikely that FIRPTA prevents any investment inflow into the U.S. real estate market.
128
The more important Congressional concern is not how many foreign investors are not buying U.S. real estate, but rather the tax effect of the elimination of FIRPTA------the so-called ''tax offset. '' 129 The stated problem with FIRPTA is that it generates very little revenue.
130 ''The Joint Committee on Taxation recently estimated that outright FIRPTA repeal would cost $8.3 billion over 10 years, less than $1 billion per year. '' 131 Thus, the argument is that since FIRPTA's investment distortion is high and the revenue generated is low, FIRPTA should be eliminated. 132 ''On balance, we think the sizable economic benefits of reforming FIRPTA would exceed the small fiscal costs.'' 133 Once again, both the Joint Committee's report and the special interest studies fail to address that FIRPTA's tax impact is de minimis because it is elective through structuring. The more prudent course is to effectively capture the leakage rather than accept the minimal impact of the current elective form. Although the proposed legislation only modified the existing rules in a minimal manner, the proposal failed to garner any support primarily because it failed to quantify the impact of the legislation on revenue. 134 
III. INVESTMENT TECHNIQUES
FIRPTA was designed to collect tax without regard to the pre-1980 structuring techniques. Unfortunately, advisors just moved from the pre-1980 structuring to the post-FIRPTA structuring techniques. There are three main ways that investors deal with the FIRPTA issues: (1) high yield debt instruments; (2) REITs; and (3) blocker corporations.
135 Each structure is designed for foreign investment in U.S. real property without triggering FIRPTA. The structures all have certain benefits and detriments. For example, the following menu of choices provided by many law firms, including Cooley and White and Case.
TABLE 1
A. High-Yield Debt Instruments
There are a number of ways to invest in U.S. real estate. FIRPTA does not apply to investors in U.S. real estate if the investment is a ''straight debt. '' 137 For this purpose, straight debt means that (1) the debt is not convertible into an equity interest in the underlying property; (2) the interest rate in the debt is not tied to the performance of the underly- ing property; and (3) the upside is limited. 138 If the debt is structured properly, and it qualifies as debt for income tax purposes, then a non-U.S. investor could escape U.S. tax under FIRPTA on the repayment of the debt.
139 This is true even if the debt is the economic equivalent of the underlying equity.
The rules create certain structural challenges for the investor. Any mistake results in taxation. First, the instrument cannot be economically equivalent to an equity investment. 140 For example, there cannot be significant upside held by the non-U.S. investor. An unrelated party must invest a material amount alongside the non-U.S. investor as equity. This prevents the debt from being recharacterized as equity. Finally, the non-U.S. investor cannot retain significant control rights over the borrower or the property itself.
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Distinguishing debt from equity is not straightforward. Generally, equities are instruments that have no fixed maturity date and ''a right for a residual profit that is subordinated to all other claims against the corporation. '' 142 ''Debt instruments are funds transferred in return for a reasonable expectation of repayment within a fairly short and well-defined period. '' 143 Debt instruments often provide their holders with fixed periodical interest payments until repaid. 144 Generally, returns on equity are higher because of the risks associated with the investment, e.g., the many unforeseeable factors related to the success of the firm's business strategy. 145 As an investor, the ideal investment paradigm is one with the upside of equity and the downside protection of debt. Financial markets have responded with hybrid instruments that are classified as debt yet have many equity characteristics. 146 The debt and equity. 147 This was designed to prevent granting sophisticated taxpayers a roadmap for avoidance. The market, however, would just build this uncertainty into the pricing of the hybrid instruments. The reliance of many Code provisions on the classification of an investment as debt or equity and, most importantly, the material financial consequences the classification often involves cause the debt-equity distinction to be one of the most frequently litigated issues in tax law. 148 The line between debt and equity can quickly become extremely blurry. 149 For example, in a number of recent transactions, instruments have been issued that are designed to be treated as debt for federal income tax purposes, but to be treated as equity for regulatory, rating agency, or financial accounting purposes. 150 These instruments typically contain a combination of debt and equity characteristics. 151 An example of these hybrid instruments is provided in Revenue Ruling 2002-31. 152 The Ruling posited a bond with the following characteristics: (1) payments of contingent interest that would be triggered by a specified rise in the value of the bond (and therefore a rise in the value of the underlying stock); (2) payments are in amounts that increase in direct proportion to the dividends paid on the underlying stock; and (3) to the extent the trading value of the bonds reflects the value of the conversion premium, the payments are in direct proportion to the value of the underlying stock.
153 By paying more current interest at a time when conver- at 62---34 (A total return swap is a payment under all notional principal contracts (''NPC'') (other than contracts with accelerated or uneven payments, such as swaps with an embedded loan component) that were sourced according to the residence of the recipient. Thus, most payments under an NPC received by a foreign holder were foreign source income not subject to U.S. withholding tax, except, under certain circumstances when the foreign holder was engaged in a U.S. trade or business. This sourcing rule applied to NPCs with respect to debt, commodities, and likely, stock, which permitted foreign holders of dividend-paying stocks who were subject to U.S. withholding on such dividends to swap their stock for the right to receive payments measured by dividends paid on such stock without incurring a U.S. withholding tax. For portfolio investors in countries without U.S. tax treaties, avoiding the 30% withholding tax on dividends was a powerful incentive to forego the voting rights associated with a direct investment in stock. Also, beginning March 18, 2012, I.R.C. Section 871(m) imposes a 30% U.S. withholding tax on any payment made to any foreign party on an NPC (or any substantially similar financial instrument) that (directly or indirectly) is contingent upon, or determined by reference to, the payment of a U.S.-source dividend, except to the extent that regulations are issued that provide that the NPC (or other financial instrument) does not have the potential for tax avoidance). These equity swaps on USRPIs were effectively shut down with I.R.C. § 781(m). Some practitioners, however, continue to push by continuing the swaps because of Treas. 153. Specifically, Corporation X issues for $625x a 20-year debt instrument with a stated principal amount of $1,000x. Except for the contingent interest payments described below, the debt instrument does not provide for any stated interest. The debt instrument is convertible at any time into a number of shares of Corporation X common stock having a value, on the date of issue of the debt instrument, UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 sion might otherwise be an attractive option to a holder, Contingent Interest Convertible Bonds (''CICB'') are structured to provide an incentive to a holder not to convert early and are even less likely to be converted than conventional convertible bonds. 154 Accordingly, the conconversion option contained therein cannot subject CICB to section 163(l).
155
The corporation takes the position that the CICB is debt. 156 The Service agrees with the corporation. 157 In the Revenue Ruling, the Service explained the legislative history of section 163(l) with respect to conventional convertible bonds, which, as described above, applies the ''substantially certain'' test and evaluates the likelihood of conversion by looking to the significance of a bond's initial conversion premium. 158 The Ruling explicitly rejects the argument that because the value of the issuer's stock is used to construct the ''projected payment'' schedule required by the CPDI rules, that interest on the CICB is per se payable in stock. 159 Instead, the Ruling bases its conclusion that the bond is not a ''disqualified debt instrument'' on the application of the ''substantially certain'' test. 160 The upside of using the high-yield debt instrument is that the foreign investor can receive high economic returns without U.S. tax. Properly structured high-yield debt instruments have no U.S. tax on distributions because it is classified as portfolio interest under Sections 871(h) and 881(c) of the IRC. 161 Portfolio interest is generally defined as a debt obligation held by an identifiable foreign person. 162 Although Section 871(h) is designed to prevent the use of debt as equity in the foreign context, it has largely been ineffective. 163 The investor also receives fixed returns that may be better than the underlying investment with a priority credit position. 164 This may make the debt more valuable than the underthat is significantly less than $625x. The debt instrument is part of an issue that is not marketed or sold in substantial part to persons for whom the inclusion of interest from the instruments in the issue is not expected to have a substantial effect on their U.S. tax liability. The amount of contingent interest that is payable is equal to the greater of (1) the regular cash dividend per share of Corporation X common stock for the six-month period multiplied by the number of shares into which the debt instrument may be converted, or (2) y-percent of the average market price of the debt instrument for the measurement period. The contingent interest is neither a remote nor an incidental contingency within the meaning of Treas. There has been at least one instance, however, when a company canceled a debt offering because of FIRPTA issues. 166 As just discussed, convertible debentures (and other debt obligations that participate in the growth of income or growth in the value of a USRPI) issued by a U.S. Real Property Holding Company (''RPHC'') to foreign investors are exempt. But in the case of Sun Company------a publicly held U.S. energy resource company with substantial USRPI holdings------they cancelled a proposed Eurodollar convertible-debt offering because of the potential application of FIRPTA. 167 This included FIRPTA withholding to the foreign debenture holders.
168
B. Blockers
Standard
The most typical structure is the standard blocker. 169 To avoid the complexities and costs of the more complicated leverage blocker, a standard blocker can be used. The investment, however, does not eliminate the FIRPTA taxes (as a leverage blocker would) but it does avoid the reporting. 170 The investment is usually made in an offshore company rather than through the domestic company; the offshore company will then make the investment in the fund.
171
''Using this structure, the blocker functions as the taxpayer, paying FIRPTA taxes and filing any required tax returns . . . . '' 172 The blocker, however, ''blocks'' the non-U.S. investors from having any tax filing requirements. 173 There is no tax efficiency associated with the standard blocker. In fact, there may be an additional ''branch profit'' tax. 174 Unless the blocker resides within a jurisdiction with a favorable tax treaty with the United States, the effective rate may actually rise to 54.5%. 175 Standard blockers are solely used for protection from the IRS investigatory power. 
Leveraged
A leveraged blocker is usually a Delaware corporation ''that is capitalized with a mix of loans and equity from its investors. '' 176 Usually, the ratio of debt to equity is 3:1.
177 ''The goal of this structure is to shield non-U.S. investors from the U.S. tax filing requirement that FIRPTA imposes . . . . '' 178 Further, the structure reduces ''the effective rate of U.S. tax non-U.S. investors will bear on their investment.'' A properly structured leveraged blocker: (1) reduces the net taxable income of the blocker through interest expense; (2) the ''interest payment will be free of withholding tax;'' and (3) ''dividend payment on profit will have low withholding tax. '' 179 The leverage blocker structure is as follows:
In order to effectively avoid the FIRPTA rules, there are many requirements in a leveraged blocker structure. First, there must be a minimum of three investors. 180 This ensures that foreign investors hold less than 50% of the leverage blocker's capital. If less than 50% of capital is held in this manner, interest will be deductible. 181 Second, this same mix of investors will be required to ''minimize the amount of withholding on the interest payments. ' Leveraged blockers have many potential structural problems. First, although it is tax efficient, it is not best for short-term investments because it ''could be an expensive and complex structure to establish and organize. '' 185 Although the expenses can be recouped during the investment stage, the investment horizon must be adequate to overcome the hurdle rate. Short-term investments require too high of a barrier. For example, typical private equity investors base their valuations on an internal rate of return (''IRR''). 186 This IRR is essentially the likelihood that a company will be larger, more profitable, and therefore more valuable at the time of exit.
187 A private equity investor will have a target IRR of 25% to 35% over their four-to seven-year investment horizon.
188 Therefore, if the initial costs are high and the time horizon is short, the asset must appreciate at an accelerated level. Otherwise, the structure will not be utilitarian.
Variations on the Leveraged Structure
There are multiple versions or one-offs of the leveraged structure. For example, there are parallel funds, series partnerships, or a combination of all. A parallel fund structure is designed for real estate funds with a global portfolio. 189 To avoid subjecting the non-U.S. holdings to U.S. taxation, a variation of the leveraged blocker structure is required. There would be two parallel funds to isolate the U.S. and non-U.S. investments. 184. U.S. REAL ESTATE FUNDS AND FIRPTA, supra note 135, at 6. There are a number of other mixes: (1) ''Non-U.S. investors that are not residents of a jurisdiction that has a tax treaty with the United States, each of whom holds less than 10% of the Leveraged Blocker;'' (2) A combination of (1) and for example; (3) ''A market-based debt to equity ratio sufficient to maximize the effectiveness of the leverage, taking into account property-level debt (perhaps 50%---75% leverage);'' (4) ''A reasonable interest rate on the debt that takes into account (among other things) creditworthiness and type of cash flow from the underlying real estate assets;'' and (5) ''Non-U.S. investors who reside in a jurisdiction that has a tax treaty with the United States to take advantage of reduced withholding rates on dividends. ' Further, to maximize the tax efficiencies for non-U.S. investors, series partnerships could be employed. 191 If a structure could be used to allow for the exit of the investment as a liquidating distribution rather than a dividend, there is no withholding tax and no tax at all. 192 Under the leveraged blocker technique, however, the ''[i]nvestors' interests in a private equity fund are part of a pooled approach, and not generally made on an investment-by-investment basis, at least vis-à-vis other investors. '' 193 In Delaware, a series partnership can be separate pools. 194 There would be a series of partnership units in which the non-U.S. investors would contribute through different blockers. Further, the U.S. investors would invest in a separate parallel partnership.
Each partnership would then invest side-by-side in the assets. There would be as many series and blockers as invested assets. ''When the fund disposes of a real estate investment, it distributes the proceeds to the holder of the series to which that investment relates. '' 195 ''The non-U.S. investors are repaid on their investment through debt repayment------like the Leveraged Blocking structures previously discussed------and through a liquidating distribution of the relevant blocking entity. '' 196 Given that ''the blocking entity at that time only holds cash from disposal of the real estate investment to which it relates and not an interest in the other real estate investments held by the partnership (on the theory that each series is truly separate and distinct), the liquidating distribution theoretically would trigger no U.S. tax. '' 197 The series structure is not common, mostly because there is no ruling on treating the series partnership as a separate entity. Thus, the use of the structure increases not only the reward, no taxation, but the risk. If the entity were not respected, the result would be FIRPTA imposition. . It should be noted that series partnerships sound much better than they actually are. They have significant downside in the raising of debt financing as well as structured exits of partners. 
C. Private REIT
There are many options for pooled investment in real property. The most common fractional ownership structures include traditional corporate structures to tenancy-in-common (''TIC'') partnerships. 198 The primary limitation to most structures is the limited ability for pooling of small investors in multiple properties. TICs, for example, are great for single property acquisition but do not allow multi-property risk spreading. REITs were specifically designed to allow small investors to diversify their risk in a pool of properties. 199 If a traditional corporate structure meets the specific requirements of the REIT rules, it can elect to be treated as a REIT.
200 REIT status allows the corporation to deduct dividends paid to shareholders, avoiding the traditional double taxation of a corporation. 201 ''To qualify for this special treatment, a REIT must distribute at least 90% of its net income exclusive of capital gains to its shareholders. '' 202 This section will discuss the general REIT rules. Once those rules are examined, a key deficiency of the REIT rules will be exposed. Specifically, the rules related to REITs only require that a REIT have at least 100 holders of beneficial interests, but that rule does not require those shareholders have a significant equity stake. 203 The ability to use so-called ''accommodation shareholders'' allows for private REITs. 204 For foreign investors not issuing shares of the REIT as a public allows the advantageous tax benefits without the onerous securities rules. 205 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 There are three main requirements for a corporation to qualify as a REIT. The broad categories are (1) ownership (at least 100 beneficial owners, ''and no five or fewer individuals may own directly or indirectly more than 50% of the total value of the REIT stock''); 206 (2) assets (''at least 75% of the total value of the REIT's assets must consist of cash, real estate, loans secured by real estate, or U.S. government securities''); 207 and (3) income (''at least 95% of the REIT's gross income must be composed of interest, dividends, and rents from real property, plus six other specified sources of income''). 208 There is a final restriction on the type of income that qualifies. Since the entity exemption is tied to real estate, there is a restriction that ''at least 75% of a REIT's assets must consist of real estate assets, cash and cash items, and government securities. '' 209 There are some key components in the structure of REITs. In order to qualify as a REIT, a corporation either has to elect REIT status upon formation or be an existing U.S. corporation that reorganizes as a REIT. In order to do this, ''[e]xisting U.S. corporations that wish to elect REIT status must distribute all pre-election earnings and profits for tax years accumulated after February 28, 1986.'' 210 There are many ways to avoid tax at the corporate level in such a reorganization. Most often, the corporation distributes ''all net income currently to shareholders thereby eliminating the normal double taxation of corporate income.'' 211 Fortunately, since a REIT is treated the same as any other U.S. corporation, they will have the same exemption from the branch profits tax (''BPT''). Thus, the BPT will not impose a second level of U.S. taxation on the REIT. 212 Finally, in order to limit liabilities, a REIT structure often utilizes subsidiaries for individual projects. ''REITs are permitted to have 100% owned subsidiaries, each of which are essentially treated as disregarded entities for income tax purposes. '' 213 There are certain tax implications for foreign investors in a REIT.
214
Since the REIT election is elective and distorts the traditional taxation of corporate dividends, there will be a series of restrictions on distributions. I will discuss the results cascading from distributions to sale of REIT interests. First, I will address distributions and describe the ''look through'' rule that applies with REITs. Then, I will discuss the consequences of sales of the REIT shares. If a distribution is tied to the sale or exchange of a U.S. real property interest, the corporate form will be ignored and then the gain will be taxed as effectively connected income (''ECI''). 215 The ECI designation will result in income tax for the foreign person with the source as a U.S. trade or business. 216 As we recall, FIRPTA only applies to distributions that are capital gain. 217 Since most sales are ECI and ordinary, then the FIRPTA rules generally do not apply. The downside to this treatment is that many non-U.S. persons and corporations may be tax-exempt as related to capital gain property. 218 The recharacterization of income as ordinary may avoid the FIRPTA withholding, but at the expense of increasing the tax burden. This trade-off has complicated planning. It also causes secondary planning, such as using ''a U.S. partnership to invest in the REIT [which] may mitigate potential over-withholding for noncorporate investors. '' 219 But in the private REIT setting, this restriction will not be an issue.
A key element of U.S. tax treaties is they may not be used to reduce the total tax obligations related to FIRPTA or the mandatory withholding. The backstop to this rule is that foreign investors which have incorporated may also be subject to a 30% BPT. 220 The ECI designation then causes the second order problem of additional reporting. Since ECI is ordinary income, the foreign investor would be required to file a U.S. income tax return.
221
One exception to this rule is the 5% rule.
222 If the REIT is publicly traded, then the U.S. real property interest will not be treated as ECI and as ordinary if the foreign investor owns less than 5% of such class of stock. 223 This reverses the look-through treatment under the default rule. The distribution to the foreign investor will be an ordinary dividend as 215 1999) ; id. § 1.881-2(a)(1) (as amended in 2013); id. § 1.1441-2(b)(2)(i) (as amended in 2015) (indicating that, except as specifically provided, the 30% U.S. withholding tax does not apply to gains from the sale or exchange of property); id. § 1.1442-1 (as amended in 1999). Nonresident alien individuals present in the U.S. for 183 days or more in a taxable year, however, may be subject to a 30% tax on U.S. source capital gains. I.R.C. § 871(a)(2); Staffaroni, supra note 214, at 561---62. any other stock dividend and as such not subject to FIRPTA. The genesis of the dividend proceeds, e.g., real estate, is no longer important. 224 Consistent with the look-through treatment, to the extent that the REIT makes distributions of an interest that is not classified as a U.S. real property interest (e.g., non-FIRPTA mortgage loans or non-U.S. real property), the distribution will retain the attributes it had as capital gain and not ECI. 225 Although some have argued that the statute and regulations may be in conflict, ''the most commonly accepted view by practitioners is that the REIT would also not be required to withhold on such designated capital gain distributions. 226 Because FIRPTA creates a look-through to the underlying assets of the entity, all distributions must be examined under the same lens. For example, traditional returns of capital must be viewed to ensure there is not a FIRPTA withholding requirement. 227 Unless there is an exception under Section 897, 228 the REIT is not required to withhold on distributions paid to foreign persons. 229 If an applicable exception is unavailable, then there is an additional 10% withholding tax under the FIRPTA rules. 230 The withholding tax would then require the filing of a U.S. tax return to claim a refund. 231 This would then subject the foreign person to IRS supervision. Finally, the back-up BPT would not apply on basis return qualifying distributions. '' 232 The final way that an investor of a REIT could have its capital returned is through the sale of the interest. FIRPTA, generally, subjects sale of the REIT interest as subject to U.S. tax. 233 Under the recharacterization rules of FIRPTA, the gain on the sale of the shares would be treated as ECI instead of capital gains also triggering the return filing obligation. 234 Because the gain is ECI, it would be taxable at ordinary rates, 227. I.R.C. § § 301(c)(2), (3)(A); see also DELOITTE, IMPACT OF FIRPTA, supra note 211, at 3 (''Distributions . . . in excess of the REIT's current or accumulated earnings and profits would generally be a nontaxable return of capital to the extent of a foreign investor's tax basis in the REIT.'').
228. This generally means that less than 50 percent or more in value of the REIT stock is directly or indirectly held by foreign investors for a period of five years. See I.R.C. § 897.
229. Staffaroni, supra note 214, at 568; Taylor, Blockers, supra note 2, at 5. 230. I.R.C. § 1445. Withholding does not excuse the foreign transferor from filing a U.S. income tax return, but the tax withheld is credited against the transferor's U.S. tax liability. Treas. Reg. 233. Taylor, Blockers, supra note 2, at 5; see also DELOITTE, IMPACT OF FIRPTA, supra note 211, at 15 (providing that most REITs are subject to FIRPTA because other than mortgage REITs, most REITs are U.S. RPHCs).
234. Taylor, Blockers, supra note 2, at 5. Also, the return filing opens up the IRS investigatory powers.
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i.e. 35% to corporate foreign investors. Obviously, this is higher than the capital gain rates if it was not recast as ECI. 235 Investors can avoid the ECI rule if the REIT is either controlled by U.S. persons or if the REIT is publicly traded (the 5% Public Exception).
236
Foreign investors can continue to game the rules by strategically avoiding the ECI applications. For example, an investor may be able to reduce the impact of FIRPTA by avoiding ECI through investment in domestically controlled REITs and publicly traded REITs. 237 Industry leaders advocate for avoidance through ''purchasing shares in REITs controlled by U.S. shareholders.'' 238 Foreign persons owe no FIRPTA taxes for the sale of domestically controlled REITs. Under the rules, as discussed infra, generally, the threshold is foreign persons owning less than 50% of the value of a REIT. 239 The application of FIRPTA does not change the taxability of the distributions, only the FIRPTA requirements. Another option, advocated by industry, is to utilize the publicly traded REIT exemption------as long as the foreign person owns less ''than 50 percent of the value of a REIT for the lesser of 5 years or the time during which the REIT has been in existence. '' 240 So, do REITs work? A general REIT has limited applicability because the domestic control requirement limits the investment to 49%. That limitation might not provide enough equity in the U.S. real estate market. Because there is a limit to the leverage a REIT can employ to acquire real estate within the IRR parameters, public REITs have size limitations. Therefore, the public REIT exception (5%) might be too small. 241 The use of accommodating parties to create a private domestic controlled REIT has moved to the forefront. 
D. Direct Investment
FIRPTA clearly applies to direct investment in a U.S. real property interest (as defined by the Code). 243 The only issue related to a direct investment analysis is if the U.S. property is not owned in fee simple. For example, if a foreign investor owned a building in the United States that it net leased, the rentals would be U.S. source income. 244 To be subject to the 30% withholding requirement and the IRS powers of FIRPTA, the foreign investor must not be treated as engaged in a U.S. trade or business by reason of such investment. 245 The gross rental income (with no deductions for depreciation, interest, or other expenses) would be subject to FIRPTA. 246 This generally could not be reduced under tax treaties. Alternatively, if the U.S. real estate investment were treated as a U.S. trade or business, the investor would be required to file U.S. tax returns and would be subject to U.S. tax at the regular corporate or individual tax rates on the net income from the investment. 247 Moreover, a foreign corporation can be subject to the BPT. 248 Regardless, the foreign investor would be taxable under FIRPTA upon the sale of the U.S. real estate assets.
IV. JUSTIFYING FIRPTA USING INTERNATIONAL TAX RULES
Before 1980, a foreign investor took advantage of international treaties and tax rules to avoid U.S. taxation. 249 After FIRPTA, investors were forced to confront not only traditional international tax principals, but also, a seemingly contrarian rule for real property. To understand the 243. Although there is no current tax (unless property is sold) on direct ownership, there are yearly reporting obligations. The U.S. Department of Commerce's Bureau of Economic Analysis (''BEA''), however, requires that certain surveys be completed by foreign persons who own substantial holdings of U.S. real property. These surveys are issued and collected by the BEA for purposes of gathering statistical data on foreign investment in the United States and can be summarized generally as follows: (1) structuring investors utilized and if FIRPTA should be retained, it is necessary to examine the rules that FIRPTA altered. Most often, investors employed the strategy of realizing the gain in a company's real estate holdings by selling the stock of that company rather than having the company sell its assets. Generally, the company was engaged in a ''trade or business,'' e.g., managing the property, while the investor was not.
250 ''The investor's gain, therefore, was usually tax-free. Now, however, that gain is taxable, because FIRPTA treats the stock of companies that own real estate as 'real property interests.' '' 251 There were in force a number of treaties that exempted from tax all capital gains not attributable to a permanent establishment conducting a U.S. trade or business. 252 Thus, where gains from real estate investments were not so related, the treaty prohibited the imposition of a U.S. income tax.
253 FIRPTA was obviously a violation of such treaty provisions. In enacting FIRPTA, however, Congress provided that prior existing treaty obligations were to be respected for four years, thereby allowing the Treasury department time to renegotiate treaties whose terms were inconsistent with the requirements of FIRPTA.
254
Many tax treaties exempt from U.S. taxation any capital gains realized by residents of the other signatory country. 255 Although these provisions typically exclude real estate gains from their protection, they do apply to gains from the disposition of corporate stock. 256 Thus, there is a rather direct confrontation between the treaty capital gain exemptions and FIRPTA's treatment of real estate company stock.
Under U.S. practice, Congress has the power to effectively override treaty provisions. 257 If Congress enacts a statute that is inconsistent with an existing treaty, U.S. courts will apply the statute so that the treaty 250 New legislation does not, however, always replace contrary treaty provisions. Congress will sometimes make it clear that new legislation is not intended to terminate existing treaty benefits. Legislative overrides of income tax treaties, however, have occurred on a number of occasions in recent decades and remain a source of concern to treaty partners. business. 265 In addition to an interest in real property located in the United States or the Virgin Islands, USRPIs include (among other things) any interest in a domestic corporation unless the taxpayer establishes that the corporation was not, during a five-year period ending on the date of the disposition of the interest, a U.S. RPHC (which is defined generally to mean any corporation the fair market value of whose U.S. real property interests equals or exceeds 50% of the sum of the fair market values of its real property interests and any other of its assets used or held for use in a trade or business).
266
Distributions by a REIT to its foreign shareholders attributable to the sale of USRPIs are generally treated as income from the sale of USRPIs.
267 Such distributions are subject to 35% withholding. 268 There is an exception that essentially subsumes the rule. In the event a REIT is regularly traded on an established securities market located in the United States, then a distribution by a REIT to a foreign shareholder that has not held more than 5% of the stock of the REIT for the one year period ending with the date of the distribution is withheld at a 30% or lower rate.
269
A different rule applies for regulated investment companies (''RICs''). For years 2005, 2006 , and 2007, any RIC distribution to a foreign shareholder attributable to the sale of USRPIs is treated as FIRPTA income, without any exceptions. 270 No Treasury regulations have been issued, however, addressing withholding obligations with respect to such distributions.
The law thus provides rules for taxing foreign persons under FIRPTA on distributions of gain from the sale of USRPIs by RICs or REITs. Some taxpayers, however, attempt to avoid this rule by investing in a RIC or REIT that, in turn, invests in a lower-tier RIC or REIT that is the entity that disposes of USRPIs and distributes the proceeds. This would then mean that the proceeds from such disposition by the lowertier RIC or REIT would cease to be FIRPTA income when distributed to the upper-tier RIC or REIT (which is not itself a foreign person). The ultimate result is that the distributable amount may be distributed by that latter entity to its foreign shareholders as non-FIRPTA income of such RIC or REIT, rather than continuing to be categorized as FIRPTA income. Furthermore, RICs may take the position that in the absence of regulations or a specific statutory rule addressing the withholding rules for FIRPTA capital gain that is treated as effectively connected with a 265. I.R.C. § 897. 266. Id. 267. Id. § 897(h)(1). 268. Treas. Reg. § 1.1445-8(c)(2) (as amended in 1995). 269. In such cases, the REIT and the shareholder treat the distribution to a foreign shareholder as the distribution of an ordinary dividend, subject to the 30% (or lower treaty rate) withholding applicable to dividends. I.R.C. § § 857(b)(3)(F), 897(h)(1).
270. Taylor, Blockers, supra note 2, at 15. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 U.S. trade or business, such gain should be considered capital gain for which no withholding is required.
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In addition, some foreign persons may be attempting to avoid FIRPTA tax on a distribution from a RIC or a REIT by selling the RIC or REIT stock shortly before the distribution and buying back the stock shortly after the distribution. 272 If the stock were not a USRPI in the hands of the foreign seller, that person would take the position that the gain on the sale of the stock is capital gain not subject to U.S. tax. 273 Stock of a RIC or REIT that is ''domestically controlled'' is not a USRPI. 274 If the stock is a USRPI in the hands of the foreign person, the transferee generally is required to withhold 10% of the gross sales price under general FIRPTA withholding rules.
275
B. Effectively Connected
FIRPTA radically changed the accepted definitions for ''effectively connected'' and ''trade or business'' and the treaties the U.S. entered into, especially those before 1980. These distortions may be permissible if a sovereign has a superior right to tax real property other than investments. If not, then FIRPTA should not be permissible.
General Principles
The power to tax is an essential attribute of sovereignty because it is a necessary instrument of self-government and territorial management. 274. I.R.C. § 897(h)(2). A RIC or REIT is ''domestically controlled'' if less than 50% in value of the entity's stock is held by foreign persons. RIC stock ceases to be eligible for this exception as of the end of 2007. Distributions by a domestically controlled RIC or REIT, if attributable to the sale of U.S. real property interests, are not exempt from FIRPTA by reason of such domestic control. A foreign person that would be subject to FIRPTA on receipt of a distribution from such an entity might sell its stock before the distribution and repurchase stock after the distribution in an attempt to avoid FIRPTA consequences. Under a different exception from FIRPTA, applicable to stock of all entities, neither RIC nor REIT stock is a U.S. real property interest if stock is regularly traded on an established securities market located in the United States and if the stock sale is made by a foreign shareholder that has not owned more than 5% of the stock during the five years ending with the date of the sale. I.R.C. § 897(c)(3). Distributions by a REIT to a foreign person attributable to the sale of U.S. real property interests are also not subject to FIRPTA if made with respect to stock that is regularly traded on an established securities market located in the United States and made to a foreign person that has not held more than 5% of the REIT stock for the one-year period ending on the date of distribution. I.R.C. § 897(h)(1). Thus, any foreign shareholder of such a regularly traded REIT that would be exempt from FIRPTA on a sale of the REIT stock immediately before a distribution would also generally be exempt from FIRPTA on a distribution from the REIT if such shareholder held the stock through the date of the distribution, due to the holding period requirements. Distributions that are not subject to FIRPTA under this 5% exception are re-characterized as ordinary dividends and thus would normally be subject to ordinary dividend withholding rules. I.R. 
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This power enables a government to raise revenues for its essential services. 277 The sovereign has general authority to control economic activity within its jurisdiction and to defray the cost of providing governmental services by requiring contributions from persons or enterprises engaged in economic activities within that jurisdiction.
The United States reduces U.S. taxation only on inbound foreign investors, while the foreign country reduces its taxes only on U.S. persons investing there. One motivation for this rule, referred to as a ''saving clause,'' is that the U.S. Congress designs U.S. tax policy in the first instance, where all revenue bills are required by the Constitution to originate with the House of Representatives. 278 A treaty, on the other hand, is negotiated and signed by the Executive Branch subject to the approval of the Senate. 279 Thus, the House Committee on Ways and Means, which is the primary architect of the tax policy embodied in the Code, has no official involvement in the tax treaty process. The constitutional tension between tax legislative policy and tax treaty policy as applied to U.S. persons is alleviated by the U.S. treaty policy of generally not providing benefits of U.S. tax treaties to U.S. citizens, residents or companies.
280
All countries' sovereignty, including that of the United States, creates the right to tax the income that arises within its borders. 281 Once it is established that the United States may tax citizens of other countries, there are two specific tax regimes that the United States utilizes to tax those foreign individuals. 282 These two regimes depend on the nature of the income earned. If the income is active, e.g., profit from an active business in the United States, then that income is taxed at standard rates. 283 This active income is known as income effectively connected with a U.S. trade or business. The other type of income earned is passive income. This is known as fixed or determinable annual or periodical (''FDAP'') income and is taxed at a flat rate of 30%, generally with no allowance for deductions. 282. When a foreigner becomes a fiscal resident, such as through the presence of a permanent establishment, a country may impose graduated tax rates on income. In such a situation, governments allow deductions for expenses (depreciation, interest, and administrative expenses) related to the property. In some instances, however, the deductions may be limited to a specified percentage of income or computed on an estimated, rather than on an actual, basis. property rights. 285 Second, are the capital gains on appreciation upon sale of the property. 286 Governments generally impose withholding taxes at flat rates on the gross payment, with the tax rate subject to change when a tax treaty between the host country and the nonresident's home country is applicable. 287 
Real Property is Special
From a treaty perspective, real property is different. Property rights are derived from the sovereign. Through its function as a sovereign, any federal, state, or local governmental entity may acquire ownership of real property through bankruptcy, tax delinquency, abandonment, escheat, eminent domain, condemnation, or any circumstance in which the government entity involuntarily acquires title.
288
American legal doctrine has always recognized that the sovereign has an inherent power of eminent domain. 289 That is defined as the power ''of taking or of authorizing the taking of any property within its jurisdiction for the public good. '' 290 This premise is such that all constitutional provisions addressing eminent domain are couched in terms of limitations on the power and not in terms of the grant of the power in the first place. 291 The predominance of this early view of the eminent domain power as being inherent within the sovereign led the courts to make determinations which were consistent and constrained.
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There is further evidence that U.S. real property is truly under the dominion of the sovereign. The government has blocked the acquisition of U.S. real property on the basis of national security. 292 Treasury issued regulations in 2008 explicitly including the acquisition of U.S. real estate in the definition of ''covered transactions'' that may possibly require preclosing review by the federal government's fourteen-member, interagency Committee on Foreign Investment in the United States (''CFIUS''). 293 The CFIUS regulations are an outgrowth of the Foreign Investment and National Security Act of 2007 (''FINSA'').
294 ''Under Exon-Florio, the President is authorized to suspend, prohibit, or reverse any transaction that might result in foreign control of a U.S. business if national security interests would be impaired. '' 295 Although the United States, as sovereign, has the ability to take real property and stop the sale of real property, it does not have a special power to tax the land in the form of a property tax. 296 Although the United States has had a property tax------the Federal Property Tax Act of 1798------these first taxes were abolished in 1802. 297 Tax evasion is a fundamental problem. 300 Combating evasion is difficult. As soon as rules are implemented, advisors begin the arduous task of planning around the rules. 301 This give and take can be seen through the development of the rules associated with foreign investors holding U.S. real estate. Before the adoption of section 871, there was no tax on nonresident aliens. 302 Then the United States decided that there should be a more equal playing field and adopted section 871. 303 As detailed in the Treasury Report, as soon as the provision was passed, investors started employing a laundry list of structures to avoid the application of those rules.
304 Then Congress responded with the adoption of FIRPTA in 1980. FIRPTA was intended to stop the post section 871 abuses. 305 As clearly detailed in Part III, however, there are numerous easy ways to avoid the application of FIRPTA. Any new legislation would merely result in more and more structuring.
By allowing tax rules to be arbitraged, the United States has become a tax haven for foreign investors. The most prudent course Congress could take is to effectively capture the leakage rather than accept the minimal impact of FIRPTA's current elective form. To accomplish this, Congress should expand the scope of FIRPTA to make it more efficient. A net income tax regime with backup withholding should replace the gross income tax regime such as FIRPTA. The first step is to implement a change in FIRPTA to impose FATCA regulations. This would alter FIRPTA to provide a complete look-through rule and then follow the FATCA regime of information reporting and withholding.
A. Real Property is Always Source
Under the standard source rules in international tax, it would seem incongruous to have differing rules for the sale of all other capital assets other than real property as FIRPTA does. 306 It would seem to appear that all capital assets should be treated equally. 307 Prior to the enactment of 300. See, e.g., Ring, supra note 19, at 126 (''Another explanation may be the recognition that the 'unelegant' version is quite convoluted to attack and by its very nature limited in scope. The elegant version, with presumably fewer steps and lower transaction costs, poses a much greater risk and may reasonably be singled out for attack. Of course, this assessment may not be factually accurate in every case; it is possible that stopping the easy version and forcing taxpayers to pursue the more complicated tax planning options ultimately causes more harm due to the deadweight loss.''); Julie Roin, Clearly owning real property in a source country would subject that property to the standard source rules. 309 The second order problem occurs once that ownership structure is changed (e.g. a stream of income derived from that underlying property should there be a look-through type rule). This rule would allow the source country to tax the revenue derived from the underlying real property even if the form is changed.
The source of a foreign investor's investment income is a critical component in determining its U.S. taxability. Generally, foreign investors are subject to U.S. tax on income effectively connected with a trade or business in the United States, regardless of the source of the income.
310
With respect to all other kinds of income, tax is paid only on U.S. source income.
FIRPTA altered these general rules by expanding the capture of source income to not only the underlying real estate, but also to the entity that holds the property. 311 A USRPI is defined to include a corporation (real property holding corporation, or RPHC) whose assets are more than 50% comprised of USRPIs. 312 For example, if a foreign investor owned stock in a U.S. corporation whose principal assets were real property located in the United States, gain on the sale of such stock would be subject to the FIRPTA rules.
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Real property, however, has special characteristics that make the right of the sovereign to tax it superior to other countries. This can be seen both from the way the property is owned and the exemption in current income tax treaties. 314 Unlike the source rules for capital gains, real property is inherently different in nature, as it is immovable, and the standard source rules should not apply. This premise then must extend to all manners in which profits are derived from the underlying property. It is not adequate to allow the form the property is held to be the determinative factor.
Rather than relying on these fundamentals, when FIRPTA was enacted the primary goal was a xenophobic view of the world where the narrative suggested that the United States should protect its assets from foreign ownership. 315 Much has changed since the enactment of FIRPTA, however. The world has flattened much since the 1980s. With the globalization that has happened in the last thirty years, there has been a decline in xenophobia as well as an increased amount of cross-border investment. This has lead to even more resources dedicated to sophisticated investment structures that maximize the revenues.
It is interesting, however, that although the FIRPTA rules had nefarious roots, the premise of treating real property different from other like investments is well rooted in treatment by other countries. ''Most notably, some countries deviate from the general rule by taxing capital gains at source under certain conditions.'' 316 ''France and Mexico, for instance, do that in cases where the (foreign) seller maintained substantial participation in a domestic company.'' 317 A 1964 income tax treaty between Belgium and France ''specified that distribution of shares of the acquiring company pursuant to a fully domestic merger (a merger of two French or two Belgian companies) to a shareholder of the target company would not be considered as income in the country of residence of the (distributee) shareholder.'' 318 The purpose of this provision is to equalize the tax position of foreign and domestic shareholders in this bilateral context. ''Other Belgian treaties denied (an otherwise granted) taxation at source right in cases of certain corporate structural changes of corporations with significant (source country) real property profits. '' 319 By taxing the real property and any profits derived therefrom as source income, the United States is doing what all countries strive to do which is to have an equal playing field for both domestic and foreign investors. Although the initial reasons for this leveling might have been disingenuous, the result is proper. This is especially true given the unique nature of real property. Unlike other assets that are portable, real property is stationary and quite easy to account for. There is not a paper trail but real land. Treating profits derived from the real property falls within the traditional notion of the source rules.
The movement of most developed countries is to expand on the accepted practice of looking through ownership structure to the underlying real property. For example, in India, this notion was expanded to attempt to tax all indirect asset sales at source. 320 In January 2012, ''the Indian Su- 321 ''The Indian Tax Office argued that the gain accruing to the seller should be subject to tax in India because the gain arose from an 'Indian source,' and that the Dutch purchaser (a subsidiary of Vodafone) should therefore have withheld an amount in respect of Indian tax from the purchase price.'' 322 The Supreme Court of India disagreed on both counts. 323 ''A number of other countries, including India, Peru and China, have made recent changes to their laws or enforcement practices to impose capital gains tax on the indirect transfer of locallyresident companies and assets.'' 324 The broad-based approach taken by these countries is becoming more and more prevalent.
B. Solving Compliance------FATCA Style Reporting
If it is true that FIRPTA is well-grounded in the source rules, the question is how to enforce FIRPTA more effectively. The structuring foreign investors engage in allows them to avoid the underlying rules easily. Thus, finding an effective look-through rule would be crucial in determining the ultimate owner of the real property so that proper tax may be collected.
In a similar situation, Congress dealt with the problem of unreported ownership of foreign bank accounts. Rather than attack the offshore banking secrecy problem through legislation and the slow movement to compliance, the ''political response to the offshore tax evasion scandals was swift.'' 325 The FATCA regime co-opted the financial institutions as tax administrators. 326 The debate around FATCA was not should the fi-UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 nancial institutions be the tax intermediary but, rather, how should they perform the role. In the context of FATCA, requiring the financial institution to act allowed the government to target the source of the funds. Rather than focus on the taxpayer, the entity, or the structure, FATCA looked to the account. 327 This is the most efficient tax structure. Rather than chase structure, the government chased the asset. Financial assets are movable, but only among financial institutions. 328 In the context of FIRPTA, the asset is located in the jurisdiction.
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The asset is not movable. Much like FATCA, rather than focus on the structuring, I propose that FIRPTA should be modified to have mandatory reporting and withholding with high penalties for failure to report. This method is superior to the current withholding system. This proposal is in accord with the preference in the FATCA regime advocating for the reporting model over the withholding model. 330 The ability of Treasury to implement a FATCA type rule to FIRPTA would be remarkably simple. The majority of entities that would be subject to the new reporting rules in the FIRPTA context are already subject to FATCA rules. 331 For example, in the context of FATCA, ''U.S. real estate funds, REITs, and joint ventures will be directly impacted by FATCA's withholding, due diligence, and reporting requirements.'' 332 The new requirements ''impose a heavy new compliance burden on many U.S. real estate ventures with foreign investors or foreign lenders.'' 333 The FATCA compliance rules extend to, among others, ''any real estate fund or joint venture having a foreign investor holding its interest through a U.S. blocker corporation, REITS with foreign investors, regular C corporations with foreign institutional investors, real estate funds, and joint ventures with foreign lenders. '' 334 There are almost 400 pages of new FATCA regulations for these types of U.S. real estate investment vehicles. 335 Failure to comply with these regulations subjects the U.S. entity to potentially severe financial obligations. 336 In order for the U.S. entities to remain compliant, the IRS has gone to extraordinary lengths to provide detailed guidance. 337 This proposal would be the exact opposite of the approach taken in 1984 when FIRPTA was enacted. The 1984 Act amended Section 6039C of the Code in order to repeal the information reporting requirements imposed by FIRPTA, and to impose new information reporting obligations upon foreign persons holding certain direct investments in U.S real estate investments. 338 The regulations under revised Section 6039C of the Code, however, have not been revised to date. 339 Even though the 1984 Act enacted very broad withholding provisions, only restrictive provisions have been enacted. For example, the withholding provisions generally require that a person acquiring property from a foreign person withhold and pay over to the IRS 10% of the amount realized by the transferor on the disposition.
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Not only are there regulations, albeit in development, there is also a logical starting point for a similar approach under FIRPTA. The striking similarity between the two problems is that structuring mechanisms allow non-compliance. Therefore, the solution to the FIRPTA problem should borrow from FATCA. This structure would allow the effective collection of the tax and proper withholding. Although there will be more requirements for the U.S. entities, they are experiencing those burdens already. This proposal merely piggybacks on the requirements existing in another context.
C. Downside to Aggressive Collection Positions
The normal downside to an aggressive tax position is the fear of retribution in the form of decreased investment in the country. 341 Given that we are in a precarious financial situation as a country, it might not seem 336. If a withholding agent, U.S. financial institution, or FFI fails to withhold the 30% or any other tax due, they become liable for it, plus interest and eventual penalties. 337. ''That is why, for example, U.S. withholding agents must sort through more than a hundred specially defined terms in these provisions. Similarly, it takes more than 80 pages of proposed regulations to cover what a withholding agent------such as a U.S. fund------must do to determine whether the nominal recipient of a payment is the true payee for FATCA purposes and then to determine the status of the payee under a wordy and convoluted classification framework.'' Petkun & Presant, supra note 331.
338. I.R.C. § 6039C (2012). 339. Id. FIRPTA authorized the Treasury Department to promulgate regulations to require reporting in foreign persons holding direct investments in U.S. real property interests. Debate over the reporting system led to the tax withholding system currently in place, which makes it doubtful, despite the language of the law, that the Treasury will implement the reporting requirements any time in the foreseeable future. The foreign investor should carefully analyze the tax consequences of a proposed investment in the United States. These rules cover not only the taxation of gains on sales of U.S. real property, but also income from U.S. acquisitions, and dividends from U.S. investments. wise to create significant barriers of entry for foreign investments. There are many places for foreign wealth to invest.
Special interest groups have provided economic studies done to promote the premise that with FIRPTA in place, foreign investment will not flow into the U.S. real estate market. ''FIRPTA continues to discourage foreign investors at a time when stresses in U.S. commercial real estate are a major threat to America's economic recovery.'' 342 Or as the 2011 study states, addressing these deterrents would correct the inequitable tax treatment of foreign equity investment in U.S. real estate and encourage the flow of additional capital to domestic assets. Under a relaxed or repealed FIRPTA regime, the magnitude of capital that would be made available for U.S. real estate investment would grow immensely.
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Clearly, the sky is falling and the only way for foreigners to invest in the U.S. real estate market would be for the elimination of FIRPTA. The only problem is that there has been no study that has been able to quantify that foreign investment is inhibited because of FIRPTA. The structuring mechanisms in place make FIRPTA elective for foreign investors. 344 The argument that FIRPTA is somehow preventing inbound investment simply cannot be supported.
Under a normal global economic competition paradigm, the premise for relaxed investment barriers would ring true. Since the economic strains are not limited to the U.S. or a few countries but exist on a global scale, however, investors are looking for different investment drivers. These drivers continue to favor investment in countries with fully developed legal structures, credit structures, and creditor protection mechanisms. 345 These are all strengths of the United States------a sophisticated and active credit market and the developed U.S. bankruptcy system. 346 This contrarian viewpoint, that the United States is an attractive market regardless of the tax implications, is supported by the data. In fact, the 2011 Real Estate Roundtable commissioned study reiterates this fact: ''Strong demand already exists for investible U.S. real estate assets for their relatively stable risk-adjusted returns in the long run and for portfolio diversification benefits.'' 347 These conditions create an ideal portfolio investment for a foreign investor. The United States becomes UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 lows identification of the true owners of the underlying property for further compliance with other important rules, e.g., CFIUS.
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There is a clear trend in the identification of taxpayer positions that might draw the attention of the IRS. In the corporate context, there are new rules relating to uncertain tax positions. 354 Even though the structure and ultimate tax treatment might be valid, there is a requirement that large corporations report uncertain tax positions on their returns. 355 This is not an indictment of the position, but rather an opportunity to examine the position. If the underlying transaction is proper, the IRS will respect the form. 356 The reporting regime of a FIRPTA version of FATCA allows the IRS to pierce the corporate veil and examine both that the corporate form is in compliance and that the owners of the underlying property are proper. This regime will allow the IRS to easily find the game players associated with FIRPTA avoidance. For example, the group of people that utilize aggressive positions such as the total return swap to avoid FIRPTA will no longer be under the radar. 357 As we have seen in the area of 1099 reporting, adding disclosure increases compliance. be treated in the same manner. 359 FIRPTA provides a zero rate to investments in public REITs and a low rate to leveraged blockers, so there is an incentive to invest through those mechanisms rather than directly in real property. Although the result is clearly distortive, the question is whether it is inefficient. If REITs or other investor-arranged pools are a more efficient way to pool investment in real estate, perhaps the tax law should favor them over direct investment. After all, most capital gains are not taxed to foreign investors. A risk then in increasing the tax compliance, collection, and possible rate on this tax would be to potentially increase the distortion. 360 These distortions cannot be remedied through legislation alone, however. The structuring mechanism and even the use of derivative contracts will always allow foreign investors to avoid detection. A reporting system like FATCA will allow the identification of all participants. But the long-term solution is to move to a back-up withholding system. Specifically, the proposal would be for all buyers of U.S. real property to receive either a W-9 or appropriate W-8 from the seller or to withhold. If the buyer withholds, the foreign investor would be eligible to file a return for a refund. The question would be much like FATCA, i.e., how much independent investigation would a buyer of real estate have to engage in? The concern is that even with this regime, the reporting could not reach foreign investors in leveraged blockers or REITs. For example, if one purchases U.S. real property (my house, for example) from a U.S. corporation and it provides me a W-9, is there a requirement that the individual requests to determine if the entity is leveraged and/or has foreign shareholders? If so, how much can the buyer rely on the certification, or does the buyer need to make an independent investigation? For banks, this requirement is not onerous and fits with their existing knowyour-customer requirements. Additionally, there should be a concern about the ''moms and pops'' buying their apartment from a non-resident. How will they comply with a FATCA-like regime? Today the only requirement is to ask for a FIRPTA certificate. 361 Additionally, publicly traded REITs with less than 5% shareholders presumably would be hard pressed to independently confirm the residence of all shareholders, especially if it is highly traded. Being able to rely on withholding forms solves this, but it just returns us to the structuring issue. Further, this might lead to the failure to consummate certain transactions where, for example, cash flow is instrumental.
The only pure solution is mandatory backup withholding on all sales of U.S. real estate (except maybe U.S. individuals) and make the seller file for a refund. The main barrier to the implementation of the plan 359. Thus, portfolio interest is inefficient and distorts decision-making because it applies a zero rate to most bonds but a positive rate on dividends.
360. Presumably, foreign investors could invest in non-real property equities, but there is a rather inelastic market for U.S. real property.
361. But often this requirement is not complied with either. Thus adding compliance requirements is not truly distortive. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2016 would be determining who is tasked with the withholding. The most logical choice would be the escrow companies or closing attorneys. Since they are in possession of all closing documentation and closing parties, they are in the best fiduciary-type position to collect the data, much like banks under FATCA. If a party did not want to comply, then the withholding would be done at close. Tasking either the escrow company or the closing attorney would be going well beyond their past roles and would most likely generate additional costs.
VI. CONCLUSION
The federal government has come to view foreign investment in U.S. real estate as a natural part of the global real estate market, but it has kept FIRPTA in place because of the revenue that the law generates. More recently, pressures from the turmoil in commercial real estate have sparked a number of federal legislators to support major changes to the FIRPTA rules. These rules would likely lessen the tax consequences for foreign investors and encourage more investment in U.S. real estate from abroad, particularly in distressed assets.
This position is flawed. The United States should take an aggressive position with regard to an expansive reporting regime under FIRPTA or should use FIRPTA as precedent for the taxation of indirect asset sales currently. Rather than continue with the current policy of lessening the rule under FIRPTA, as was proposed in 2010 and 2011, the rules should be tightened. There is an artificial narrative that the rules need to react to the investors rather than have the investors react to the rules. The reason that FATCA works is because there is a need to invest or transact business within the United States. These same reasons exist in the realm of U.S. real property. There are few investment-grade assets available globally, and the United States has a significant number of those assets. Therefore, the United States should use this strategic advantage to tighten its grip on collection of tax revenues from foreign investors.
Moreover, if there is a superior right to tax and FIRPTA is normatively correct, the use of FIRPTA principals by a sovereign to use a FIRPTA-like regime can cure country-specific failings in both international tax law convention and treaties. For example, FIRPTA-like rules could be more expansive, such as precedent for all indirect asset sales.
